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SUBJECT: Water’s-Edge/ FTB Follow IRS Profit Split Rules for Audit

SUMVARY

This bill would require the use of the profit split nmethod for California
purposes if the profit split nmethod was ever el ected pursuant to Section 936 of
the I nternal Revenue Code (IRC) for federal purposes. The bill would provide

that the Franchi se Tax Board (FTB) woul d be presuned to have foll owed federa

rul es, regulations and procedures for transfer-pricing audits when corporations
in a water’s-edge group elect to use the profit split nethod. 1In addition, it
woul d be presuned that the allocation of conmbined taxable i ncome under the profit
split nmethod clearly reflects the income of the menbers of the water’s-edge group
and clearly reflects the inconme of the el ecting corporation.

EFFECTI VE DATE

Since this bill is not deenmed by Legislative Counsel to be a tax levy, it would
becone effective on January 1, 2001. The bill does not specify the manner in
which it is to be applied. However, under Revenue and Taxation Code (R&TC)
Section 18415, as a bill that affects the inposition or calculation of taxes, it

woul d apply to incone years beginning on or after January 1, 2001

LEG SLATI VE H STORY

AB 1467 (1999) was alnost identical to this bill. It was held in Assenbly
Appropriations Conmittee and di ed because it did not pass the house of origin by
the constitutional deadline for two-year bills.

AB 1208 (as anended June 29, 1999) contained a simlar provision that woul d have
created a rebuttabl e presunption for possession corporations that elect the
profit split method that the allocation of conbined taxable inconme under the
profit split method is a proper allocation under transfer-pricing. The profit
split method provision was anended out of AB 1208. AB 1208 is in the Senate
Appropriations Conm ttee.

SPECI FI C FI NDI NGS

Under current federal |law, corporations organized in the United States (U S.) are
taxed on all of their worldw de inconme, regardl ess of source, and are generally
allowed a credit for any taxes paid to a foreign country on their foreign source
i ncone.
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Under current federal |law, foreign corporations engaged in an U. S. trade or

busi ness are taxed at regular progressive U S. rates on incone effectively
connected with the conduct of that business in the U S. This is known as
effectively connected inconme, or ECI. However, foreign corporations are taxed at
aflat 30%rate (or lower rate if provided by treaty) on certain inconme (usually
i nvestment incone) fromU. S. sources.

Federal |aw uses the “separate accounting nethod” to determ ne the anpunt of a
corporation’ s incone subject to tax. The separate accounting nethod determ nes
the income of related corporations on a corporation-by-corporation basis and does
not take into consideration the inconme of related corporations not subject to tax
within the taxing jurisdiction.

The separate accounting nethod is generally prem sed upon the use of "arm s-

I ength" pricing in transactions between related parties. Under this principle,
the prices or charges on transactions between related parties should be the sane
as if the transactions occurred between unrel ated parties. However, in many
situations related corporations may realize an overall tax benefit for the
affiliated group by shifting incone between affiliates and not charging an

“arm s-length” price.

Internal Revenue Code (I RC) Section 482 was enacted to prevent any arbitrary
shifting of income between affiliates. The Internal Revenue Service (IRS)
conducts Section 482 audits to determne if the related parties have charged an
“arm s-length” price and, if not, what the “correct” price should be. This is
commonly referred to as transfer-pricing.

Under federal law, in determning the Puerto Rico and possession tax credit, a
possession corporation® may elect to attribute some of the income fromintangible
property? to the U.S. corporation by use of either the cost sharing nmethod or the
profit split method. |If neither nethod is elected, virtually all of the incone
attributable to the intangi ble property is considered U S. source income. Thus,
a possession corporation is treated as a contract manufacturer not owni ng any

i ntangi bl e property, even if the intangi ble property was purchased from unrel ated
parties or devel oped by the possession corporation itself.

The Puerto Rico and possession tax credit is termnated for tax years begi nning
after Decenber 31, 1995. However, special phase-out rules apply in the case of
existing credit claimants. Existing credit clainmants may continue to claimthe
credit throughout the |ast tax year begi nning before January 1, 2006. For tax

years beginning in 2006 and thereafter, the credit is scheduled to expire.

If the cost sharing method is elected for federal purposes, the possession
corporation is required to pay its affiliates for its share of product research
and devel oprment costs incurred by the affiliates during the year. The cost share
paynment cannot be | ess than the cost share paynent that woul d be required under

| RC Section 482.

! Possession corporations are U S. incorporated entities located in U S. possessions,

nmost notably Puerto Rico, which have el ected the benefits of Internal Revenue Code
Secti on 936.

2 I ntangi bl e property includes patents, inventions, copyrights, trade nanmes and
tradenar ks.
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If the profit split nmethod is elected for federal purposes, the taxpayer is
permitted to arbitrarily attribute 50% of the manufacturing profits (for the
product |ines covered by the profit spit nmethod) to the possession corporation.
If the federal profit split anmount reportable by the possession corporation is

| ess than the amount of net income reported by the possession corporation on its
books, the possession corporation will usually remt a paynent to the U S

shar ehol der.

If the reverse occurs, the U S. parent corporation remts a paynent to the
possessi on corporation. Procedurally, the I RS does not conduct Section 482
audits of corporations electing the profit split nmethod in determ ning the Puerto
Ri co and possession tax credit and treats that nmethod as properly reflecting the
i ncone of the electing corporation.

Under current California law, California source income for corporations that
operate both within and without the state is determ ned using the unitary method
of taxation. Under the worldw de unitary nmethod, the incone of related
affiliates that are nenbers of a unitary business is conmbined to determ ne the
total income of the unitary group. A share of that incone is then apportioned to
California on the basis of relative |levels of business activity in the state, as
measured by property, payroll, and sales. The fundanental difference between the
wor |l dwi de unitary method and the federal separate accounting nmethod di scussed
above is that the prices or charges on transactions between related parties are
sinply di sregarded under the unitary nethod, as opposed to adjusted under
separate accounting rul es.

As an alternative to the worldwi de unitary nmethod, California |law all ows
corporations to elect to determne their incone on a "water's-edge" basis.

Water' s-edge el ectors generally can exclude unitary foreign affiliates fromthe
combi ned report used to determ ne inconme derived fromor attributable to
California sources. Therefore, in a water’s-edge conbined report, the allocation
of incone between affiliated corporations, sone of which are nmenbers of the

wat er' s- edge group and sone of which are not, is relevant to the correct

determ nation of income from California sources.

Ceneral |l y possession corporations are excluded fromthe water's-edge conbi ned
report group, unless:

@ the possession corporation's average United States factor is equal to 20% or
nore; or

@ the possession corporation earns U S. source income which is effectively
connected with a U.S. trade or business, and if the possession corporation
is considered a taxpayer for California purposes.

California law requires the departnent to conduct transfer-pricing audits
(Section 482 audits) to ensure that taxpayers include the correct anount of
incone in the water’s-edge conbined report. The department is not required to
performan audit if the IRS is exam ning the taxpayer for the sane year or years
on the same issues. |If the IRS does conduct a detailed Section 482 audit,
California |l aw specifies that it shall be presuned correct and that the results
of the federal audit apply for state tax purposes. This presunption can be
overcone if either the FTB or the taxpayer denonstrates that:
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@ An adjustnent or the failure to make an adjustnment was erroneous.

@ The results of such an adjustment would produce a mninmal tax change for
federal purposes because of correlative or offsetting adjustnments or for other
reasons.

@ Substantially the same federal tax result was obtained under other IRC
secti ons.

If the I RS does not conduct a Section 482 audit of any particul ar taxpayer,
California |l aw specifies that no inference shall be drawn for state purposes from
this failure.

California | aw does not conformto the I RC Section 936 elections relating to the
profit sharing or profit split nethods used in computing the federal Puerto Rico
and possession tax credit. For California purposes, |RC Section 482 governs the
rel ati onship between a possession corporation and the U S. affiliates.

This bill would provide that the FTB woul d be presuned to have foll owed rules,
regul ati ons and procedures of the Internal Revenue Service in conducting Section
482 audits when two or nore corporations elect to use the profit split nethod
(under I RC Section 936). In addition, it would be presunmed that the allocation
of conbi ned taxabl e income under the profit split nethod clearly reflects the

i ncone of the taxpayer or taxpayers in the water’s-edge group and clearly
reflects the income of the el ecting corporation.

This bill would specify that if taxpayers at any tine elected the profit split
met hod for federal purposes, the profit split nmethod nust be used for state

purposes. |f however, taxpayers do not elect to use the profit split method for
federal purposes, the profit split method could not be used for state purposes.
Thus, this bill would essentially require the use of the profit split nethod for

California purposes if the profit split nmethod was ever el ected for federal
pur poses.

Pol i cy Consi derati ons

This bill would raise the follow ng policy considerations.

@ This bill, in subparagraph (B) of paragraph (4) of subdivision (b),
specifies that if the taxpayer at any tinme elected to use the profit
split nmethod for federal purposes, then the profit split nmethod shal
apply for California purposes. Thus, the profit split method woul d be
required for California purposes even if the taxpayer |later elects out of
the profit split nethod for federal purposes. |In addition, the profit
split nmethod would be used for California purposes even after the federal
provi sions expire in 2006.

@ Section 482 (transfer-pricing) audits are very resource-intensive and
t axpayer intrusive. For this reason, California is not required to
conduct a Section 482 audit if the IRS has conducted such an audit.
Presum ng that the profit split nethod el ected under federal |law (I RC
Section 936) provides the correct value under Section 482, this bil
woul d reduce the nunber of Section 482 audits the departnent is required
to conduct.



Senat e
I ntrod
Page 5

Bill 2125 (Peace)
uced February 25, 2000

On the other hand, the profit split method may not accurately refl ect
California income. Further, the profit split nmethod was a policy

i npl enrented by the federal governnent to encourage econom c growth in
Puerto Rico and other U S. Possessions. California may not have the sane
policy reasons for encouraging economc growh in the U S. Possessions.

| npl ement ati on Consi deration

This bill would raise the follow ng i nplenentati on consi derations.
Departnent staff is available to assist the author with any necessary
amendnent s.

@ Since this bill would affect the inposition or conputation of taxes,
under the provisions of R&TC Code Section 18415, it would apply to incone
years beginning on or after January 1 of the year in which the act takes
effect, which would be January 1, 2001. According to the author’s staff,
the author intends the bill to apply to audits in progress as of the
effective date and thus apply to all open years. The bill does not
reflect the author’s intent and should be anmended to clarify that it
woul d apply to all open years.

@ The bill is internally inconsistent. Subparagraph (A) of paragraph (4)
of subdivision (b) provides a presunption that the profit split nmethod is
correct. This presunption could be rebutted pursuant to the Evidence
Code (Section 600 — 647). However, subparagraph (B) provides that if the
taxpayer at any tinme had a federal election then the profit split nethod
shall apply for California purposes, thus providing a conclusive
presunption that the profit split method is correct.

Techni cal Consi deration

Anmendnent 1 would correct an incorrect code section reference.

FI SCAL | MPACT

Depart nental Costs

If the inplenmentation considerations were resolved, this bill would not
significantly inpact the departnment’s costs. To the extent that this bil
sinplifies or reduces transfer-pricing audits and reduces di sputes between
t axpayers and the departnent, cost savings for the departnent’s audit and
| egal staff may result. The extent of these possible savings cannot be
quanti fi ed.

Tax Revenue Esti mate

Based on data and assunptions di scussed below, this bill would result in the
following revenue | osses. Estimates were derived assum ng a concl usive
presunpti on.
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Esti mat ed Revenue I npact of SB 2125

As I ntroduced 2/25/00
[$ In MIlions]
2000-01 2001-02 2002-03

-$21 -$23 - $27
Esti mates assune the bill would be effective January 1, 2001, and that the
bill would be amended to reflect the author’s intent that the bill apply to

all years for which the statute of linmtations is open

Thi s anal ysis does not consider the possible changes in enploynent, personal
i ncone, or gross state product that could result fromthis nmeasure.

Tax Revenue Di scussi on

The tax differential between follow ng Section 482 transfer-pricing rules
and Section 936 profit splitting rules would determ ne the revenue inpact of
this bill. Based on an analysis of tax returns of corporations under audit
for transfer-pricing issues, tax differentials were approxi mated and grown
5% per year to the 2000 level. Due to the sunset of IRC Section 936 for

i ncone years begi nning after Decenber 31, 2005, the | evel of revenue | osses
woul d begin to decline starting in later fiscal years. Because an expired
federal election would still be binding for state purposes, revenue | osses
woul d continue to exist as long as corporations that nade the federa

el ection continue their business activities in Puerto Rico. Estimted

| osses reflect the projected cash flow inpact of reduced taxes plus any
applicable interest for the initial three fiscal years beginning in 2000-01.

POSI T1 ON

Pendi ng.
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FRANCH SE TAX BOARD S
PROPCSED AMENDIVENTS TO SB 2125
As I ntroduced February 25, 2000
AVENDIVENT 1
On page 4, line 13, strikeout “25051.5" and insert:

23051. 5



